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Federal Communications Commission
Oftice of the Secretary

BEFORE THE
FEDERAL COMMUNICATIONS COMMISSION
In the Matter of Request for Review

of Decision by the Universal Service

)

by Steelville Telephone Exchange, Inc., ) &t No. 96-45
)

Administrative Company )

Audit Number: HC-2007-315
SAC Number: 421949

REQUEST FOR REVIEW BY STEELVILLE TELEPHONE EXCHANGE, INC.
OF USAC DECISION

Pursuant to Section 54,719 of the Commission’s rules, Steelville Telephone
Exchange, Inc. ("Company" or “Steelville") hereby seeks review of the decision of the
Universal Service Administrative Company (USAC) denying Steelville's appeal of Audit
Finding No. 3 contained in the 2007 FCC Office of Inspector General (OIG) audit ("the
Audit”y conducted by KPMG LLP (KPMG).

I. Introduction and Procedural History

Steelville is a small rural local exchange company (RLEC) providing telephone
service in rural Missouri. Steelville has certificate of service authority granted by the
Missouri Public Service Commission. Steelville has been providing service in rural
Missouri for nearly sixty years, since 1952.

Steelville receives support from the federal Universal Service Fund (USF) High
Cost Program. Under the FCC's OIG Audit Program, outside auditor KPMG conducted
an audit of Steelville's High Cost Program support from the USF for the 12 month period
ending June 30, 2007. In an Audit Report dated January 30, 2009, KPMG described

the following Management Finding No. 3:
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Finding 3

Condition:

1.

The components of the deferred tax liability ("DTL") account of $2,676,738
as of 12/31/04 could not be supported by subsidiary records or other
underlying support documentation.

A breakout of the 2006 tax accounts between regulated and nonregulated
services and appropriate support was not provided.

A correction of $1,105,000 was made during 2005 related to
unsubstantiated DTL amounts created before 12/31/04 (as represented by
the Beneficiary) to reduce the DTL account and recognize a credit to the
provision through Account 7450. The credit to the provision was excluded
from the 2005 funding for LSS and HCL. The adjusted DTL account was
included in the HCL and LSS True-up Forms,

Account 7250 - Provision for Deferred Operating Income Taxes is not
utilized by the Beneficiary for the deferred portion of the operating income

tax provision.

KPMG's finding was disputed by Steelville in its Management Representation

dated January 1, 2009, as follows:

Beneficiary does not agree with KPMG's conclusion and statement that
HCL disbursements calculated in the applicable data submissions were
$314,000 higher than they would have been had amounts been reported
properly. Beneficiary did, in fact, properly report and include the

appropriate and correct amount of income taxes attributable to regulated
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telephone operating income for the year 2005 as required by the data

submission form and, accordingly, HCL disbursements to the Beneficiary

were not overstated.
Nevertheless, USAC concurred in the KPMG's finding and sought to recover high cost
support from Steelville in the amount of $314,030.

Steelville continued to dispute KPMG's finding and filed a Letter of Appeal with
USAC on November 19, 2009. (See Attachment A.)
On December 9, 2011, USAC denied Steelville's appeal and determined that $314,030
of previously disbursed High Cost Program support should be recovered. (See
Attachment B.)

Il. Question Presented for Review and Relief Sought

Questions Presented: Did USAC err by affirming KPMG's Finding No. 3?7

Relief Sought: Steelville respectfully requests that the Commission reverse

USAC's decision affirming KPMG Finding No. 3, confirm Steelville's position as set forth
below, and remand this matter to USAC with instructions.
lll. Background

During 2005, Steelville changed auditing firms. Shortly thereafter, Steelville and
its new auditing firm came to the conclusion that the old auditing firm did not have
sufficient workpapers to support the calculation of deferred income taxes reflected in the
liabilities of the Company at December 31, 2004. When requested to provide support
for the deferred tax calculations, the old auditing firm was not able to provide copies of
its calculations. Accordingly, the new auditing firm analyzed prior year's income tax

returns and financial records of the Company to determine the amount of tax timing


















Respectfully submitted,

By: Is/ W.R. England, Il

W.R. England, [l Mo. #23975
Brian T. McCartney Mo. #47788
BRYDON, SWEARENGEN & ENGLAND P.C.
312 East Capitol Avenue

P.O. Box 456

Jefferson City, MO 65102-0456
trip@brydonlaw.com
bmccartney@brydonlaw,com
(673) 635-7166

(573) 634-7431 (Fax)

Attorneys for Steelville

CERTIFICATE OF SERVICE

| hereby certify that a true and correct copy of the above and foregoing document
was sent by U.S. Mail, postage prepaid, or hand-delivered on this 3™ day of February,
2012, to the following parties:

Universal Service Administrative Company
Billing, Collections, and Disbursements
2000 L. Street, NW, Suite 200
Washington, DC 20036

Is/ W.R, England, Il







Attachment a

“Tomorrow’s Services Today”

unications

61 E.Hwy. 8

P.O. Box 370

Steelville, MO 65565

573-775-2111 » Fax 573-775-5910 » www.misn.com

November 19, 2009

Letter of Appeal

High Cost & Low Income Division
Universal Service Administrative Company
2000 L Street, NW

Suite 200

Washington, DC 20036

Re:  High Cost Appeal
Steelville Telephone Exchange, Inc.
(Audit Number: HC-2007-315)
(SAC Number; 421949)

To Whom It May Concern:

» Steelville Telephone Exchange, Inc.
* STE Rural Development, Inc.

« Steelville Long Distance, Inc.

= MISNet

Please consider this Steelville Telephone Exchange, Inc.'s (Steelville or Company) appeal of the
Universal Service Administrative Company’s (USAC) Management Response issued in the above-
referenced audit on August 3, 2009 (and received by Steelville on or about October 1, 2009).
Specifically, Steelville seeks appeal of the USAC Management Response Finding No. 3 which was
described in the KPMG LLP (KPMG) Independent Accountant’s Report, dated January 30, 2009, as

follows:

Finding 3
Condition:

1 The components of the deferred tax liability (“DTL") account of $2,676,738 as of 12/31/04 could
not be supported by subsidiary records or other underlying support documentation,

2. A breakout of the 2006 tax accounts between regulated and nonregulated services and appropriate

support was not provided.






Steelville Position

The taxes recorded on Steelville’s books do not reflect the impacts of cost study adjustments or
non-regulated expense reclassifications performed in conjunction with the annual cost study. Instead,
Steelville applies an effective tax rate to its regulated taxable income, after cost study adjustments, to
determine the appropriate amount of income taxes for its cost study filings and USF data submissions.
Steelville’s method of income tax recognition automatically takes into effect the tax impacts of cost study
adjustments and adjustments for non-regulated activities that are performed with the Company’s annual
cost study. In response to KPMG’s finding that Steelville does not recognize deferred income texes in
Account 7250 in its USF data submissions, Steelville asserts that its income tax calculation reflects a
combination of both operating and deferred income tax expense applicable for the reporting period based
on the Company’s adjusted book taxable income for the reporting period. The calculated tax amount is
used in lieu of the Company’s recorded income tax expenses that do not reflect the tax effects of cost
study adjustments and non-regulated activities. Steelville does reflect deferred income tax expenses in its
USF data submissions, Deferred income taxes comprise a component of its calculated income taxes using
the effective tax rate methodology applied to book basis texable income.

To demonstrate the Company's income tax methodalogy used for cost study purposes, the
Company has prepared a schedule reflecting the calculation of its operating tax expense for the years
2001 through 2005 on Attachment 1 to this letter. Attachment 1 pravides the calculation of Federal and
State Income tax expense based on the Company’s regulated taxable income reported for cast study
purposes, To these amounts, the Company adds other operating taxes (which are comprised mostly of
property {ex expenses) to arrive at total Operating Taxes. The Company's calculated Operating Taxes are
then used in the Company's USF data collections in lien of the recorded amounts of income taxes in
Account 7200. A comparison of the calculated tax expense with the amounts reported on the Company's
1JSF data collections [or the years 2001 through 2005 is provided on Attachment 1. As indicated on the
Attachment, Steelville has claimed $5,664,079 of tax expense on its USF data submissions for the years
2001 through 2005. Steelville’s calculated tax amounts for the same periods amount to $6,061,407,
resulting In an underreporting of tax expense for USF purposes of $397,328 for the years 2001 through
2005, Steelville is not requesting recovery of additional tax expenses in this appeal for reversal of audit
Finding No. 3. Steelville is merely presenting the tax expense reported to USAC for the years 2001
through 2005 to show that its tax reporting procedures are applied consistently for each of the years and
that the reported tax amounts are reasonably stated based on the regulated taxable incame for each of the
reporting periods.






With copies to our Cost Consultant:

Jack Carter

Director — Client Services
Beacon, LLC

8801 S. Yale Ave,, Suite 450
Tulsa, OK 74137
918/496-1444 (Tele #)
918/496-7733 (Fax #)

Jjack@beaconbright.com

and to our Attorney:

W.R. (Trip) England, [T

Brydon, Swearengen & England P.C.
312 East Capitol Avenue

P.O. Box 456

Jefferson City, MO 65102-0456
573/635-7166 (Tele #)

573/634-743] (Fax #)

trip@brydonlaw,com




Steelville Telephone Exchange Allnchment 1
Operating Income Taz Calenlatlon
For the Five Study Yenry Ending 12/31/05
2005 2004 200 2002 2001
Repgulaed Telco Revenucs:
Local Network Revenues 5 3,]28987 § 2870611 § 2,622,108 $2977,130 § 2,315,608
Network Acoess Scrvices Revenues 4,085,606 4,046,930 3,592,496 3,948,735 3,264,576
Lang Distance Message Revenus 1,21 7339 13,713 31,349) (17,355)
Directory and Rent Revenues 78,485 56,527 45,876 39474 49,284
Milscellanequs Revemucs 159,637 24,260 22,693 27,013 22,577
Carrer Biliing & Collection Revenuc 105,280 111,546 113,927 101,032 135,123
Uncollectibles R )
7,559,206 7117213 6,810,813 7,124,725 5,769,813
Regulated Teleo Costs pnd Expenses:
Netwark Support Expensa 6,936 10,406 5,148 9,045 2,590
Qenernl Support Expenses 172,924 136,153 124,725 128,349 106,001
Total Central Office Expense 432,934 343,711 317,464 255,237 304,219
Total C&WF Exponse 326,047 340,920 237,176 112,652 207,787
Dther P.F,&B, Expense 16312 20303 15,767 18,344 72,546
Network Operations Expense 256,531 272,246 222,621 232,182 180,073
Access Expense 51,178 42,886 33,171 1931 8203
Depr. & Amort. Expensc 1,426,255 1,416,891 1,449,459 1,321,160 1213,7139
Total Customer Services 261,004 277,832 287,285 285,079 328338
Executive & Planning 282,352 283 256 247,949 231,106 180,697
Genernl & Adminlsirative 655,221 619,873 654,839 524,156 616,103
Other Opemiing Toxes 314,285 181,910 276,229 243,296 212,151
Taotal Inforest and Relmed Items 512,162 539,213 561,633 559,182 514,228
Non-operating Intersst and Related lisms (199,178) {307,414) (195279) (160007 (157,051)
Speoial Charges - Allowed Portlon 165,569 08,432 118,703 192 649 149,807
4,680,532 4466278 4.357,890 4,068,750 3,935,021
Repulated Teleo Pretax Operating Income 2,878,674 2,650,935 2452923 3,055,975 1,630,792
Operating [ncome Texes:
Federal Income Tax 34.00% 537,499 863,231 794,845 995,241 596,215
Stote lncome Tax 6.25% 121323 111,725 103,380 128,796 71,160
. 1,058,623 575,057 s02 235 1,124,037 673,395
Other wnxes - (Primarlly property taxes) 314,285 281,910 276229 243 296 212,151
Taxes for USF - Line 650 USF Data Submission 1,373,108 1,256,966 1,178,454 1367333 885,546
Toxes reporied on USF Dats Submlssions 1331,624 1,224,103 1,429,514 1,115,758 562,680
5 Yenr Total
Txes under (over) stuied on USF Data Submisslon.  § 41484 S 32863 §  (251460) § 251575 § 322,866 397,327
5 Yeor Tolnl
USF Sctilements Impact - Over (Under) Stated 5 (23460) §  (18547) § 141427 § (141.424) § (189,730 (231,734)

Year ond Deferred Trx Linbility

$ 1,571,100 5 2676738 3 2417733 $1470608 S 1311642
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Steelville Telephone Exchaunge Attachment 2
Calcalation of Effective Operating Income Tax Rate for 2008
Utilizing Recorded Operating Income Tax Expense per KPMG

Operating Federal IncomeTaxes $ 897,377
Operating State Income Taxes 119,962
Sub Total Current Operating Income Taxes 1,017,339
Deferred Income Taxes Provision (Benefit) (1,105,638)
Total Operating Income Tax Expense (Benefit) b (88,299)
Regulated Taxable Operating Income - Per Attachment $ 2,878,674

Bffective Operating Income Tax Rate (Negative) (3.09)%




ATTACHMENT B — USAC DECISION
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USAC ™

Unlvetsal Service Adminisimlive Compary

Administrator’s Decision on High Cost Program Benceficiary Appeal

Via Email and Certified Mail

December 9, 2011

Mr. Donald R. Santhuff

Steelville Telephone Exchange, Inc.
61 East Hwy. 8

Steelville, MO 65565

Re:  Appeal of the 2007 FCC Office of Inspector General USF Audit Program Audit
of High Cost Program Beneficiary: Steelville Telephone Exchange, Inc. (SAC
421949), Audit HC-2007-BE315

Dear Mr, Santhuff

The Universal Service Administrative Company (USAC) has reviewed the appeal you
filed on behalf of Steelville Telephone Exchange, Inc. (Steelville}, dated November 19,
2009, concerning USAC’s decision to recover $314,030 in previously paid High Cost
Program support disbursed for the 12-moath period ending June 30, 2007. The recovery
emount was determined by an audit of Steelville conducted by KPMG LLP (the auditors),
under the FCC Office of Inspector General (OIG) Universal Service Fund (USF) Audit
Program.

Steelville appealed the results of finding HC2007BE315-F03 and requested that USAC
rescind its decision to recover this support. Steelville asserted that the application of an
effective tax rate to its regulated taxable income, after cost study adjustments, resulls in
the correct income tax amount for cost study filings and High Cost Program data
submissions.

Decision on Appeal: Denied. USAC has determined that $307,268 of previously
disbursed High Cost Program support should be recovered,

Backeground and Discussion

Steelville appealed the auditors’ finding HC2007BE315-F03 that the components of the
deferred tax liability (DTL) and the breakout of regulated/non-regulated tax accounts
could not be supported by subsidiary records or supporting documentation.' In its appeal,
Steelville conceded that its books do not reflect the impacts of cost study adjustments or

! Letter from Donald Sonthuff for Steelville Telephone Exchange, Ine., to High Cost and Low Income
Division, USAC, dated Nov, 19, 2009 (Steelville Appeal Letter).

2000 L Streel, N.W. Swuile 200 Washinglon, OC 20036 Volce 202,776.0200 Fax 202 776.00B0 www.usac.org









Mr. Donald R. Santhuff

Steelville Telephone Exchange, Inc.
December 9, 2011

Page 4 of 4

tax accounts balances.'® Based on the KPMG enalysis, USAC concurs with this audit
finding and will recover High Cost Program support associated with this finding in the
amount of $314,030.

USAC Action and Steelville Appeal Rights

In its appeal letter to USAC, Steelville did not appeal the results of HC2007BE315-F01,
F02, F04, FOS, or C01-05 with a combined monetary effect of an underpayment of
$6,762.

USAC denies Steelville's appeal and will recover $307,268'° in previously paid High
Cost Program support within sixty (60) days of the receipt of this decision through the
maonthly disbursement process. If the recovery amount exceeds the current month's
disbursement, USAC will continue to net the recovery amount against subscquent
monthly disbursements, USAC may in its discretion and at anytime issue an invoice for
all or a portion of the amount to be recovered. If any further errors are found in
Steelville’s reporting for the period under audit herein, USAC reserves the right to
recover the financial impact of those deviations.

If you wish to appeal this decision, you may file an appeal pursuant to the requirements
of 47 C.F.R Part 54, Subpart I. Detailed instructions for filing appeals are available at:

http://www.usac.org/hic/abgut/filing-appeals.aspx.

//s// Universal Service Administrative Company

" Independent Accountants Report, pages 6-7,
" Recovery amount is $307,268 = $314,030 — $6,762.



ATTACHMENT C — OPERATING INCOME TAX CALCULATION



Attachment

Steelville Telephone Exchange
Operating Income Tax Caleulation
For the Five Study Years Ending 12/31/05

2005 2004 2003 2002 2001
Regulated Telco Revenues:
Local Network Revenues S 3,128987 § 2,870,611 § 2,622,108 $2977,130 § 2,315,608
Networle Access Services Revenues 4,085,606 4,046,930 3,992496 3,948,735 3,264,576
Long Distance Message Revenue 1,211 7339 13,713 31,341 (17,355)
Direclory and Rent Revenues 78,485 56,527 45,876 39,474 49,284
Miscellaneous Revenues 159,637 24,260 22,693 27,013 22,577
Carrier Billing & Collection Revenue 105,280 111,546 113,927 101,032 135,123
Uncollectibles
7,559,206 7117213 6,810,813 7,124,725 5,769,813
Regulated Telco Costs and Expenses:
Network Support Expense 6,936 10,406 5,148 9,049 2,590
General Support Expenses 172,924 126,153 124,725 125,349 106,001
Total Centrul Office Expense 432,934 343,771 317,464 255,237 304,219
Total C&WF Expense 326,047 340,920 237,176 212,652 207,787
Other P.P.&E. Expense 16,312 20,303 15,767 18,344 72,946
Network Operations Expense 256,531 272,246 2212,62] 232,182 180,073
Access Expense 51,178 42,886 33,171 19311 8,293
Depr. & Amort, Expense 1,426,255 1,416,891 1449459 1,321,160 1,213,739
Total Customer Services 261,004 277,832 287,285 285,079 328,338
Exccutive & Planning 282,352 283,256 247,949 231,106 180,697
General & Administrative 655,221 619,873 654,839 524,156 616,103
Other Operating Taxes 314,285 281,910 276,229 243,296 212,151
Total Interest and Reloted Items 512,162 539,213 562,633 559,182 514,228
Non-operating Interest and Related ltems (199, 178) 207,414) (195279 (160,0072) L3705
Special Charges - Allowed Portion 165,569 98,432 118,703 192,649 149,807
4,680,532 4,466,278 4,357,890 4,068,750 3,939,021
Regulated Telco Pretax Operating Income 2,878,674 2,650,935 2,452,923 3,055,975 1,830,792
Operating Income Taxes:
Federnl Income Tox 34.00% 937,495 863331 798,845 955,241 596,235
State Income Tax 6.25% 121,323 111,725 103,380 128,796 77,160
1,058,823 975,057 902,225 1,124,037 673,395
Other taxes - (Primarily property tuxes) 314285 281,910 276229 243,296 212,151
Tuxes (or USF - Line 650 USF Data Submission 1,373,108 1,256,966 1,178,454 1,367,333 885,546
Tuoxes reporied on USF Data Submissions 1,331,624 1,224,103 1,429,914 1,115,758 562,680
5 Yenr Total
Tnxes under (over) staled on USF Data Submission. b 41484 § 32863 S  (251,460) S 251,575 § 322,866 397,327
5 Yenr Totul
USF Settlements Impaet - Over (Under) Stated s (23,460) $ UEEQJ s 141,427 § (141,424) § (189,730) (231.734)

Year end Deferred Tax Liability S 1,571,100 $ 2,676,738 § 2417733 51470608 $ 1,311,642







Attachment D

Steelville Telephone Exchange
Calculation of Effective Operating Income Tax Rate for 2005
Utilizing Recorded Operating Income Tax Expense per KPMG

Operating Federal IncomeTaxes § 897,377
Operating State Income Taxes 119,962
Sub Total Current Operating Income Taxes 1,017,339
Deferred Income Taxes Provision (Benefit) (1,105,638)
Total Operating Income Tax Expense (Benefit) $ (88,299)
Regulated Taxable Operating Income - Per Attachment $ 2,878,674

Effective Operating Income Tax Rate (Negative) (3.09)%



ATTACHMENT E — DECLARATION OF DONALD SANTHUFF






Executed on é%ﬂvzf é , 2012

st o]

Donald R. Santhuff
General Manager

Steelville Telephone Exchange, Inc.
61 East Highway 8
Steelville, MO 65565



